Purchased Goodwill Should Not Be Reported As An Asset: An Advocacy for Equity Adjustment by Higley, Wayne & Rasmussen, Connie
Woman C.P.A. 
Volume 45 Issue 2 Article 4 
4-1983 
Purchased Goodwill Should Not Be Reported As An Asset: An 
Advocacy for Equity Adjustment 
Wayne Higley 
Connie Rasmussen 
Follow this and additional works at: https://egrove.olemiss.edu/wcpa 
 Part of the Accounting Commons, and the Women's Studies Commons 
Recommended Citation 
Higley, Wayne and Rasmussen, Connie (1983) "Purchased Goodwill Should Not Be Reported As An Asset: 
An Advocacy for Equity Adjustment," Woman C.P.A.: Vol. 45 : Iss. 2 , Article 4. 
Available at: https://egrove.olemiss.edu/wcpa/vol45/iss2/4 
This Article is brought to you for free and open access by the Archival Digital Accounting Collection at eGrove. It 
has been accepted for inclusion in Woman C.P.A. by an authorized editor of eGrove. For more information, please 
contact egrove@olemiss.edu. 
Purchased Goodwill 
Should Not Be 
Reported As An 
Asset
An Advocacy for Equity Adjustment
By Wayne Higley and Connie Rasmussen
The problem of how to account for 
and report purchased goodwill is still 
with us. The Financial Accounting 
Standards Board (FASB) has provided 
us with the objectives of financial 
statements and has defined the 
elements of financial statements, but 
the best method of accounting for pur­
chased goodwill has not been 
established. After a review of the ac­
counting treatment of goodwill and a 
discussion of its nature, characteris­
tics, and relationship to financial state­
ment objectives and concepts, this 
paper will provide additional support 




Prior to APB Opinion No. 17, “ Ac­
counting for Intangible Assets,” (1970) 
goodwill was accounted for by a variety 
of generally accepted methods. 
Presently, Opinion No. 17 requires the 
recognition of intangible assets ac­
quired from other firms as assets to be 
systematically amortized to income 
over the periods estimated to be 
benefited but not to exceed forty years.
The Accounting Principles Board 
has explained the determination of 
goodwill as follows:
First, all identifiable assets ac­
quired...and liabilities assumed in a 
business combination...should be 
assigned a portion of the cost of the 
acquired company, normally equal to 
their fair values at date of acquisition. 
Second, the excess of the cost of the 
acquired company over the sum of 
the amounts assigned to identifiable 
assets acquired less liabilities 
assumed should be recorded as 
goodwill.1
Goodwill may also result from nor­
mal operating activities. However, this 
nonpurchased goodwill is generally ex­
pensed as it is incurred. The recording 
of internally generated goodwill is not 
an accepted practice.
Nature of Goodwill
Many diverse views and opinions 
have been presented on the nature of 
goodwill. The two most prevalent views 
are that goodwill represents excess 
future earning potential and that 
it represents certain intangible 
resources.
When entering into business com­
binations, the primary aim is to procure 
additional future earnings. The excess 
cost over the current value of the ac­
quired firm’s net assets represents this 
future earning power. If it were not for 
this future earning potential, no pay­
ment would be made for goodwill.2
The U. S. Treasury Department, In­
ternal Revenue Service Revenue Rul­
ing 59-60 defines goodwill as an ex­
pectation of earnings in excess of a fair 
return on the capital invested in 
tangibles or other means of produc­
tion. This view is in agreement with the 
future earning power concept of 
goodwill.
Walker states that an enterprise is 
purchased, not primarily as a means 
of securing a group of assets, but as 
a means of securing a stream of in­
come in the future.3
Catlett and Olson agree with the 
future earning power concept as being 
the most relevant one in today’s 
business environment. However, they 
stress the difference in the nature of 
goodwill versus other resources. 
Goodwill cannot be determined as a 
separate, identifiable element as can 
other assets. Instead it is an integral 
part of the whole business unit. 
Therefore, the determination of good­
will involves the evaluation of the 
business as a whole.4
The second view of goodwill is that 
it represents many factors of the ac­
quired firm that contribute to the ex­
cess future earning potential. Some of 
the factors that result in goodwill are 
a superior management team, effec­
tive advertising, and a top-flight train­
ing program.5 Smith emphasized that 
the reason for excess profit cannot be 
identified with specific causes. If such 
a cause could be identified, then an 
asset should be established and all or 
a part of the excess assigned to it.6
In business combinations, the value 
of goodwill represents the sum of all 
the factors and elements that con­
tributed to goodwill. The total amount 
of goodwill will vary according to the 
number and interrelatedness of the 
goodwill elements. If some of these in­
tangibles can be identified and 
measured, they should not be part of 
the recorded goodwill.
Characteristics of Goodwill
Once the cost of purchased goodwill 
has been determined, the problem of 
accounting for it becomes paramount. 
In order to resolve the question of the 
best method of goodwill accounting, a 
clear understanding of the character­
istics of goodwill is necessary. These 
characteristics are outlined below.
1. The value of goodwill has no 
reliable or predictable relationship to 
costs which may have been incurred in 
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its creation. Also, the individual intangi­
ble factors which may contribute to 
goodwill cannot be valued.
2. Goodwill is a value which attaches 
only to a business as a whole. It does 
not exist apart from the business and it 
has no specified term of existence.
3. The value of goodwill may, and 
does, fluctuate suddenly and widely 
because of innumerable factors— 
factors affecting earning power or in­
vestor opinion about earning power— 
which influence that value. Goodwill 
value may rise, fall, expire, and be 
recreated by those factors many times 
and in unpredictable ways during the life 
of a business.
4. Goodwill value is not consumed or 
used in the production of earnings as 
are the economic resources of a 
business. Rather, goodwill is the result 
of earnings or the expectation of them, 
and its value fluctuates as earnings and 
expectations of earnings vary. Changes 
in the value of goodwill cannot be 
associated with the revenue of any 
period nor can they be assigned to a 
period on a rational or logical basis.
5. Goodwill is an element of value 
which runs directly to the investor or 
owner in a business enterprise.7
Financial Statement 
Objectives
The accounting for goodwill must 
satisfy the objectives of financial 
reporting. The Financial Accounting 
Standards Board stated that financial 
reporting should provide information to 
investors and creditors and other users 
about an enterprises’s financial 
performance during a period. The 
primary focus is information provided 
by measures of earnings. Also, finan­
cial reporting should provide informa­
tion about an enterprise’s economic 
resources, obligations, and owners’ 
equity.8
According to the results of Nelson 
and Strawser’s questionnaire on 
methods of accounting for goodwill, 
the direct write-off to stockholders’ 
equity was favored by a clear majority 
of the respondents (64.7 percent). In 
fact, the direct write-off method pro­
posed by Arthur Andersen & Co. was 
the first choice of American Account­
ing Association members (60.4 per­
cent), Certified Financial Analysts 
(78.7 percent), and CPAs (55.8 
percent).9 The respondents to this 
survey on accounting for goodwill 
clearly favor an alternative different 
from the one issued by the Accounting 
Principles Board.
Comparison of the alternative 
methods of accounting for goodwill will 
show which one best achieves the ob­
jectives of financial reporting.
Accounting for Business 
Combinations
The APB has permitted two methods 
of recording business combinations— 
the pooling of interests and purchase 
methods. A pooling of interests is a 
business combination in which the 
holders of substantially all of the 
ownership interests in the constituent 
corporations become the owners of a 
single corporation which owns the 
assets and businesses of the constit­
uent corporations. An ownership 
change in the acquired firm has not oc­
curred and no new basis of accoun­
tability has arisen.10 Therefore, the pre­
acquisition retained earnings and other 
capital accounts are carried forward. 
The assets are carried forward at their 
book values. The result is that no 
goodwill is recorded.
The purchase method, however, 
often results in an excess of cost which 
is called goodwill. The basic character­
istic of the purchase method is the 
change in ownership of the acquired 
firm which requires a new basis of ac­
countability. The acquired firm’s pre­
acquisition retained earnings and other 
related accounts are eliminated while 
the net assets are carried forward at 
their current fair value. Goodwill is the 
excess of the purchase price paid over 
the market values of the acquired 
firm’s net assets.
Thus, goodwill is recorded only 
when using the purchase method. This 
recognition of goodwill as an asset is 
not consistent with the accounting for 
a pooling of interests or with the treat­
ment of internally developed or non­
purchased goodwill.
A controversy arises among 
theorists, practitioners, and users 
about the best method of accounting 
for goodwill. The Accounting Principles 
Board issued Opinion No. 17 which re­
quires the recognition of goodwill as an 
asset that is systematically amortized 
over the asset’s beneficial life to the 
firm. The FASB has stated the objec­
tives of financial reporting and defined 
the elements of financial statements. 
These pronouncements have led 
theorists to reassess the situation. 
Three ideas need to be evaluated: 
(1) recognition of goodwill as an asset, 
(2) recognition of goodwill in stock­
holders’ equity, and (3) amortization of 
goodwill.
Goodwill should not be shown 
with other resources that are 
useful for carrying out 
economic activities.
Is Goodwill an Asset?
Assets are probably future economic 
benefits obtained or controlled by a 
particular entity as a result of past 
transactions or events.11
The FASB stated that “probable” is 
used to acknowledge that business 
activities occur in an environment in 
which few outcomes are certain. The 
scope of Statement of Concepts No. 3 
was to provide definitions, not criteria 
for recognizing assets. Therefore, 
“probable” was not used to describe 
a criterion for recognizing assets which 
will be provided in other phases of the 
Board’s conceptual framework project. 
During this time before the criteria for 
recognizing assets are available, the 
definition of assets is the best clue as 
to whether or not goodwill is an asset.
How probable are the future 
economic benefits from goodwill? 
Future normal earnings are quite prob­
able, but future excess earnings are 
much less certain. In calculating good­
will, some think that the normal in­
dustry rate of return is appropriate only 
for tangible assets. Thus, they would 
capitalize excess earnings at a higher 
rate to reflect the higher risk inherent 
in goodwill.12
The excess future earnings might be 
compared to a contingency gain. 
FASB Statement No. 5 defines a con­
tingency as an existing condition, 
situation, or set of circumstances in­
volving uncertainty as a possible gain 
or loss to an enterprise that will 
ultimately be resolved when one or 
more future events occur or fail to 
occur. Treatment of gain contingen­
cies shall be:
a) Contingencies that might result in 
gains usually are not reflected in the 
accounts since to do so might be to 
recognize revenue prior to its 
realization.
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Amortization of goodwill is 
internally inconsistent.
b) Adequate disclosure shall be 
made of contingencies that might 
result in gains, but care shall be 
exercised to avoid misleading impli­
cations as to the likelihood of 
realization.
The recording of goodwill as an 
asset might be misleading. However, 
it should be recorded in an account 
that will appear in the financial 
statements so that attention can be 
directed to the disclosure of informa­
tion about it.
The FASB also stated that one of the 
essential characteristics of an asset is 
that it embodies a capacity to con­
tribute directly or indirectly to future net 
cash flows. Goodwill defined as either 
future excess earning power or as a 
group of intangible resources is not 
utilized in production. Therefore, good­
will should not be shown with other 
economic resources that are useful for 
carrying out economic activities, such 
as consumption, production, and 
exchange.
Smith said that goodwill should be 
treated in the financial statements as 
an investment. The value of the good­
will asset would be equal to the sum 
of the discounted future excess 
earnings.13 The difficulties with this 
treatment include the estimation of 
future excess earnings, the determina­
tion of the number of years they will 
continue, and the selection of the inter­
est rate to use for the discounting.
Recording goodwill as an asset re­
quires a determination of its value. 
This valuation is more uncertain than 
other accounting estimates such as 
the amount of uncollectible accounts 
or the life of operating assets. The 
valuation of goodwill is similar to 
forecasting future earnings. Forecasts 
are not entered in the accounts and 
are usually communicated by means 
of financial reporting other than the 
financial statements. Since the valua­
tion of goodwill falls somewhere be­
tween accounting estimates and 
forecasts, goodwill should be dis­
closed in the financial statements, but 
not as an asset.
Recognition of Goodwill in 
Stockholders’ Equity
Amounts given for goodwill in 
business combinations represent 
expenditures of resources for addi­
tional earnings in the future. The 
payments represent reductions in 
stockholders’ equity and should be 
accounted for accordingly.14 Cham­
bers also contends that the excess is 
the equivalent of a distribution by the 
stockholders in anticipation of future 
earnings and represents a reduction in 
stockholders’ equity.15
Accounting for purchased goodwill 
as a reduction of stockholders’ equity 
is consistent with the treatment of non­
purchased goodwill. The expenditures 
which create internal goodwill reduce 
earnings and stockholders’ equity. 
Purchased goodwill becomes merged 
with the nonpurchased goodwill and 
the reporting of it separately as an 
asset makes valuation a necessity, but 
arbitrary.
This method is also consistent with 
the accounting for the goodwill of a 
combiner company of a pooling of 
interests. In mergers accounted for as 
poolings of interest, no goodwill is 
recorded. Since assets are recorded at 
a lower amount, it has the effect of 
reducing stockholders’ equity.16 Rec­
ognition of goodwill in stockholders’ 
equity would eliminate from assets an 
amount that represents the value of 
only a portion of the goodwill of an 
entity.
This method of recognizing goodwill 
is similar to the treatment of treasury 
stock. One reason a company reac­
quires treasury stock is to increase the 
earnings for the remaining shares 
outstanding. In other words, there is a 
reduction in stockholders’ equity to 
obtain higher future earnings. It is in­
teresting to note that treasury stock 
was considered an asset at one time. 
It is now considered a reduction of 
stockholders’ equity, and goodwill 
should be considered the same.
Another comparison is with the treat­
ment of unrealized losses in the non- 
current portfolio of marketable equity 
securities. A number of respondents to 
the exposure draft on accounting for 
marketable securities argued that a 
decline in market value of long-term 
investments should not be reflected in 
income. The FASB concluded that 
accumulated changes in the valuation 
allowance (unrealized losses) for the 
noncurrent portfolio should be 
reported in the equity section of the 
balance sheet. Purchases that result 
in goodwill are a type of long-term 
investment, and goodwill is the excess 
of cost over the market value of the net 
assets acquired. Since the unrealized 
losses represent the excess of cost 
over market value for marketable 
securities, goodwill is very similar and 
should be accounted for by the same 
methods.
Although goodwill should not be 
reported as an asset, it should not be 
written off immediately, either. It 
should be disclosed as a contra 
account in stockholders’ equity so that 
users will be directed to additional 
disclosures in the notes. If the original 
evaluation of the goodwill was 
reasonably accurate, the reduction in 
equity will be offset by future excess 
earnings. If in future years additional 
goodwill is not purchased, the impor­
tance of the disclosures will diminish 
and would become unnecessary after 
a reasonable number of years.
Amortization of Goodwill
The argument for amortization of 
goodwill rests primarily on the concept 
that goodwill represents the cost of an 
asset with limited life and that the cost 
should be charged against the income 
expected to be realized from the asset. 
It is stipulated that the life of the asset 
can be reasonably estimated. Since 
it can not, the amortization is arbi­
trary and the resulting charge to in­
come is likely to be erroneous and 
misleading.17
If goodwill is not recorded as an 
asset, the problem of an arbitrary 
charge to income is eliminated. 
However, it may be contended that 
goodwill recorded as a reduction to 
stockholders’ equity should be amor­
tized. The following are some of the 
arguments against amortization.
Goodwill is not a resource that is 
consumed in the production of 
revenue. Instead, it is a result of earn­
ings or of the expectations of them. 
Amortization of goodwill has an im­
proper circular effect in that it affects 
the values that earnings help to 
determine.18 Since goodwill is based 
on the expectations of investors, it is 
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subject to wide and sudden fluctua­
tions. The amortization charge would 
be inconsistent and misleading.
The purchased goodwill becomes 
merged with nonpurchased goodwill. 
The total goodwill of an entity may be 
increasing because of current expen­
ditures. If the value is increasing, 
amortization would be misleading. 
Also, since the current expenditures 
are not capitalized, there would be a 
double charge in the current period.
There is not a logical method of 
associating the costs of goodwill with 
the revenues of any specific period in 
the future. Amortization by arbitrary 
procedures is of doubtful validity.
Amortization of goodwill is not al­
lowed by the Internal Revenue Ser­
vice. The reason given is that goodwill, 
trade names, trade marks, and trade 
brands have an indefinite duration of 
their usefulness.
Arthur Andersen & Co. points out 
that the amortization of goodwill seems 
to be based on the “venture” concept 
of accounting; in other words, the 
original investment must be recovered 
first. This is contrary to the “earning 
power” concept; under such a con­
cept, a charge is not made for the 
capital dedicated to obtain earnings.19 
A fallacy in this argument is that a 
charge is made to stockholders’ equi­
ty for dividends, but the point is that it 
is based on actual declarations and not 
on arbitrary calculations.
Another point by AA&Co. is that 
goodwill arising prior to the effective 
date of Opinion No. 17 continues to be 
accounted for according to practices 
accepted at that time. Thus, if such 
goodwill was determined to have an 
unlimited life, it could be carried in­
definitely; alternatively, the cost could 
be amortized over an arbitrary number 
of years. Nor is a company permitted 
to elect to follow Opinion No. 17 on a 
retroactive basis and restate prior 
years, income for goodwill amortiza­
tion which would have been taken.20 
Consistency is lacking between the 
treatment of goodwill recognized be­
fore Opinion No. 17 and that recog­
nized after the pronouncement.
It must be concluded that goodwill 
should not be amortized since amor­
tization of purchased goodwill is inter­
nally inconsistent, there is no logical 
method of determining the amount to 
charge a period, and the number of 
periods benefited is indeterminate.
Recommendations
Goodwill should not be recorded as 
an asset because it is based on excess 
future earnings, realization of which is 
not highly probable. The excess future 
earnings are more like gain contingen­
cies which are not reflected in the 
accounts but are adequately dis­
closed. Goodwill is not like other 
assets that are consumed or utilized in 
the production of revenues. Further­
more, there are too many valuation 
problems related to recording goodwill 
as an investment as some have sug­
gested. The valuation of goodwill, 
since it is based on excess future earn­
ings, is similar to forecasting. There­
fore, goodwill should not be recorded 
as an asset. If goodwill is not record­
ed as an asset, the problem of deter­
mining how much to charge to income 
each period is eliminated.
Goodwill should be recorded as a 
reduction in stockholders’ equity 
because the excess payment is a 
distribution of stockholders’ equity to 
obtain additional earnings. This 
method would be consistent with the 
treatment of nonpurchased goodwill 
and with pooling of interests. Also, it 
would be similar to the disclosure of 
treasury stock that was purchased to 
increase earnings for the remaining 
shares. The purchased goodwill 
should not be immediately written off, 
but should be shown in the balance 
sheet to direct the reader’s attention 
to the notes which will contain ade­
quate disclosures about the goodwill.
The goodwill should not be amor­
tized because it has an indeterminate 
life, it is not consumed or utilized, and 
its value may be increasing. If the 
forecast was accurate, the reduction in 
stockholders’ equity will be gradually
Wayne Higley, CPA, CMA, is pro­
fessor of accounting at the University 
of Nebraska at Omaha. He holds a 
Ph.D. degree from the University of 
Illinois.
offset by the excess earnings trans­
ferred to retained earnings. Goodwill 
is based on expectations and intan­
gibles and there is no rational means 
of associating it with specific periods.
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